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COMMONWEALTH OF VIRGINIA
STATE CORPORATION COMMISSION
AT RICHVOND, APRIL 27, 1998

APPL| CATI ON OF
VI RG NI A NATURAL GAS, | NC. CASE NO. PUE960227

For an expedited increase
in gas rates

FI NAL ORDER

On Septenber 25, 1996, Virginia Natural Gas, Inc. ("VNG' or
"the Conpany"”) filed an application for an expedited increase in
rates. The Conpany's application proposed to increase VNG s
rates by additional gross annual revenues of $13, 899, 092, based
upon adj usted operating and financial data for the twel ve nonths
ended June 30, 1996.

The Conm ssion entered an Order on Cctober 11, 1996,
permtting VNG s proposed rates and tariff revisions to take
effect, on an interimbasis, subject to refund with interest, for
service rendered on and after COctober 25, 1996. By Order dated
Cct ober 24, 1996, the Conm ssion assigned a Hearing Exam ner to
the matter, established a procedural schedule, and set the matter
for hearing on April 10, 1997.

The parties to the proceeding and Staff filed sinultaneous

briefs on June 2, 1997.
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On July 28, 1997, the Conpany filed a "Mdtion to Reduce
InterimRates in Effect Subject to Refund", wherein it sought to
reduce its interimrates by approximately $5 mllion until the
Conmi ssion rendered its final decision in the case. The Chief
Hearing Exam ner granted VNG s notion to reduce rates in her
Rul i ng of August 22, 1997. The interimreduction was nade
effective with the billing nonth of Cctober 1997, when the
quarterly billing factor adjustnent took effect in order to avoid
mul ti pl e rate changes.

The Chi ef Hearing Exam ner issued her report in this matter
on February 26, 1998. Based upon the evidence received, the
Exam ner found that:

1. The use of a test year ending
June 30, 1996, is proper in this proceeding;

2. The Conpany's test year operating
revenues, after all adjustnents, were
$164, 521, 865;

3. The Conpany's test year operating
deductions, after all adjustnents, were
$144, 606, 092;

4. The Conpany's test year operating
i ncone and adj usted operating incone, after
all adjustments, were $19, 915, 773 and
$19, 187, 065, respectively;

5. The Conpany's adjusted test period
rate base, updated to Decenber 31, 1996, is
$257, 085, 996;

6. The Conpany's current rates
produced a return on adjusted rate base of
7.46% and a return on equity of 7.66%

7. The Conpany's cost of equity is
within a range of 10.40%to 11.40% and rates



shoul d be established at the m dpoint of that
range, 10.90%

8. The Conpany's overall cost of
capital is 9.24%

9. The Conpany's current rates are
unj ust and unreasonabl e because they w ||
generate a return on rate base | ess than
9. 24%

10. The Conpany requires an increase in
gross annual revenues of $7,241,782 to earn a
9.24% return on rate base;

11. The Conpany should file permanent
rates designed to produce the additional
revenues found reasonable herein effective
Cct ober 25, 1996, to be consistent with
Staff's revenue apportionnent as nodified
herei n;

12. The Conpany should file revised
tariff sheets to incorporate Staff w tness
Frassetta's recomended changes;

13. The Conpany should be required to
refund, with interest, all revenues collected
under interimrates in excess of the anmount
found just and reasonabl e herein; and

14. VNG shoul d incorporate Staff's
recomendations in the cost of service study
presented in the next rate case.

The Chi ef Exam ner reconmmended that the Comm ssion enter an
order adopting the findings in her report, increasing the
Conpany' s aut hori zed gross annual revenues by $7, 241, 782, and
directing the refund with interest of all anounts coll ected under
the interimrates in excess of the rate | evel found just and
reasonabl e by the Chief Exam ner.

Comrents on the Hearing Exam ner's Report were filed by VNG

the Division of Consumer Counsel, Ofice of the Attorney Ceneral



("the Attorney General"); and a group of Industrial Protestants.?
VNG filed Comrents objecting to the Hearing Exam ner's
recomended di sal | owance of joint advertising expenses and a

10. 9% return on conmon equity. The Conpany urged the Comm ssion
to adopt the other recomnmendati ons of the Hearing Exam ner's
Report.

The Industrial Protestants filed Conmments wherein they urged
the Comm ssion to reject the Hearing Exam ner's reconmmended
revenue apportionnment and to utilize the revenue apportionnent
percent ages approved by the Comm ssion in Case No. PUE920031,

VNG s nost recent general rate case. The Attorney General's
Comments requested that the Comm ssion adopt the Hearing
Exam ner's Report in its entirety.

Havi ng consi dered the record, the Hearing Exam ner's Report,
and the Coments thereon, the Conm ssion is of the opinion and
finds that the findings and reconmendati ons of the Hearing
Exam ner shoul d be adopted, as nodified and suppl enented by this
O der.

Joi nt Advertising Expenses

In its Comrents, the Conpany urged the Conm ssion to include
inits cost of service the jurisdictional portion of advertising
expenses related to its Energy Efficient Hone ("EEH') and

Qualified Gas Contractor ("QGC') progranms. Based on the record

! The Industrial Protestants appeared collectively and include Ford Mt or
Conpany; Nabi sco Brands, Inc.; Ownens-Brockway d ass Container, Inc.; and U. S

Gypsum Conpany.



herein, we conclude that VNG s advertising expenses for the EEH
and QGC prograns do not conply with the requirenents of 8§ 56-
235.2 of the Code of Virginia or our Rules Governing Uility
Pronoti onal All owances adopted in Case No. PUE900070. The
advertisenents associated with these prograns are not required by
"l'aw or rule or regulation" nor do they "solely pronote the
public interest, conservation or nore efficient use of

energy; . . ." As we noted in our 1992 Order adopting Rules
Governing Utility Pronotional Allowances,

The Virginia Code prohibits rate recovery for
electric utilities for advertising unless it
is required by '"law or rule or regulation, or
for advertisenents which solely pronote the
public interest, conservation or nore
efficient use of energy . . ' Virginia Code
8 56-235.2. Accordingly, the Comr ssion has
al l oned reasonabl e | evel s of advertising
expenses associated wwth CLM  Such practice
wll continue, but we will nore closely
scrutinize those costs in the context of

i ndi vidual rate cases, to carefully

di stingui sh between advertising for cost
effective CLM prograns and those primarily
designed to pronote |oad growth which do not
ot herwi se serve the overall public interest.
State | aw does not currently address
advertising by gas conpani es, but we have
historically applied the sane standards

t here.?

Wiile Rule I'll.A 2 of our Rules Governing Utility Pronotional
Al l owances permts a utility to advertise jointly with others, it
al so incorporates the statutory requirenents of 8 56-235.2 of the

Code of Virginia into the rule by reference to that statute.

2 Commonweal th of Virginia, At the relation of the State Corporation
Conmi ssion, Ex Parte: 1In re, Investigation of Conservation and Load
Managenent Prograns, Case No. PUES00070, 1992 S.C.C. Ann. Rept. 261, 264.




These advertisenents do not satisfy the requirenments of § 56-
235.2 of the Code of Virginia in that they do not solely pronote
the public interest, conservation or nore efficient use of

ener gy.

Revi ew of the advertising offered as typical of the EEH and
QGC prograns indicates that these advertisenents are targeted at
new potential natural gas | oads and provide little information
about efficiency or gas conservation. See Appendi x A, pages 15-
17 of Ex. LCM22. For exanple, VNG s joint advertisenent for
Wal nut Hill Estates (Appendix A page 15 of Ex. LCM 22)
identifies VNG as providing pronotional assistance for the ad and
contains the tag line that "[n]atural [g]as [h]onmes are naturally
energy efficient, econom cal and confortable.” The advertisenent
al so offers a free washer and dryer to anyone who purchases a
home before February 29th. The efficiencies of these free
appl i ances are not nentioned. The plain thrust of the
advertisenent is to increase the Conpany’s natural gas |oad, not
to "solely" pronote the public interest, conservation, or nore
efficient use of energy.

This and ot her VNG advertisenents offered as typical
advertisenents for the EEH and QGC Prograns do not apprise the
publ i c about how natural gas can be conserved or what specific
energy efficient neasures existing homeowners may undertake to
conserve their gas usage. W decline to include the expenses

associ ated with these advertisenents in VNG s cost of service.




M scel | aneous Accounting and Depreciation |ssues

Qur review of the record indicates that there are certain
accounting and depreciation rel ated reconmmendati ons nade by the
Staff which were not rebutted by the Conpany and were not
specifically discussed in the Chief Hearing Exam ner's Report.
The first such accounting reconmendation involves the
capitalization of property taxes relating to Construction Wrk in
Progress ("CWP"). W find that VNG shoul d begin capitalizing
the portion of property taxes relating to CWP, beginning with
t he cal endar year, 1997

Staff has al so recommended that the Comm ssion direct the
Conmpany to file a depreciation study wwth the D vision of Energy
Regul ation before VNG files its next rate case. W agree with
Staff that it is appropriate to evaluate the depreciation rate
for the portion of the joint use pipeline attributable to the
PT-1 custoners. Accordingly, we direct VNGto file a study with
the Division of Energy Regul ation before the Conpany files its
next rate case.

Return on Equity

VNG s Conments object to the adoption of the 10.9% return on
equity recommended by the Staff. The Conpany conplains that the
Staff calculation of return on equity does not take into account
the distortion inherent in the D scounted Cash Flow ("DCF")
nmet hodol ogy when market prices of utility stocks are

substantially above book value. It objects to the application of



a financial risk adjustnent to the proxy group's return on equity
because of the higher equity ratio of VNG s corporate parent
Consol i dated Natural Gas Conpany ("CNG'). VNG maintains that the
Staff and, in turn, the Chief Hearing Exam ner ignored the
effects of | ower debt cost resulting fromCNG s thicker equity
conponent. It asserts that if CNG s equity ratio is adjusted
downward, CNG s cost of debt nust be adjusted upward.

The range of 10.40%to 11.40% wth a m dpoint of 10.90%
recommended by the Chief Hearing Exam ner, is supported by the
record. Wiile all nethodol ogies used to estimate the cost of
equity have strengths and weaknesses, we do not find that the use
of the DCF net hodol ogy in concert with the other nethodol ogi es
supporting the 10.90% m dpoint within the range recommended by
the Chief Hearing Exami ner resulted in an unreasonabl e estimte
of VNG s cost of equity.

Mor eover, we are unpersuaded by the Conpany's argunents
regarding the propriety of a financial risk adjustnent. Such an
adj ustnent is necessary to reflect the lower financial risk
resulting fromCNG s significantly |arger than average equity
ratio.?

In this case, the Chief Hearing Exam ner accepted Staff's
recomended return on equity range which adjusts the range

derived for the Staff's proxy group to recognize that CNG s

3 Al of the cost of capital witnesses in this case made their recomendations
based on a ratenaking capital structure for CNG VNG s parent. Because VNG
relies on its parent to supply all of its external capital needs, use of a CNG
rat emaki ng capital structure is appropriate.



consolidated equity ratio is higher than the proxy group's equity
ratio. The theory underlying such an adjustnent is sinple. Debt
magni fies the variability of a public utility's earnings which,
by definition, increases financial risk. Due to CNG s higher
equity ratio and | ower debt ratio, the financial risk enbodied in
CNG s capital structure is conparatively lower than that found in
the proxy group. The higher |everaged, higher risk cost of
equity estimate derived from Staff's proxy group must be adjusted
downward to reflect that of a gas distribution conpany having a
significantly |ower | evel of |everage and financial risk enbodied
in CNG s capital structure. No acconpanyi ng adjustnent nust be
made to the cost of debt because the cost of CNG s debt is its
actual enbedded cost. This actual cost of debt, of course,
already reflects the level of equity and risk in CNG s capital
structure.

Revenue Apportionnent

The Industrial Protestants request that we reject the Chief
Hearing Exam ner's recomended revenue apportionment and utilize
t he revenue apportionnment percentages approved in Case
No. PUE920031, VNG s npbst recent general rate case. They assert
that the Chief Hearing Exam ner's recommendati ons do not satisfy
the Comm ssion's policies regarding revenue apportionnent. They
mai ntain that in an expedited rate case, the Comm ssion should
not depart fromthe apportionnent approved in a utility's

precedi ng general rate case.




In this proceeding, only the Staff and the Conpany offered
cost of service studies. Unlike VNG s proposed revenue
apportionnent, Staff's proposed apportionnment did not include
increases in the revenue requirenment for Rate Schedule 8 and 9
target margins. The Staff allocated VNG s requested additional
revenue increase of $13,899,092 to VNGs firmrate classes, i.e.,
Schedules 1 through 7, and to Schedul es 9A, 11 and 12. Staff
attenpted to nove the target margins for Rate Schedules 8 and 9
back toward the systemrate of return. Resetting of the
Schedule 8 and 9 target margins resulted in the Staff
reapportioning $794, 101, an anount not considered in the
Conpany' s revenue apportionnment proposals, to firmcustoners,
assum ng VNG received the entire anount of its requested increase
of $13,899,092. |In order to assure that all firm customner
cl asses noved toward parity, Staff apportioned nost of the

addi tional proposed revenue increase to Schedules 1 and 2, i.e.,

$10, 763, 578 and $2, 630, 000 respectively, and $309, 140 to
Schedule 7. Exhibit GG&F-2 to Ex. GG+ 28.

During the proceedi ng, the Conpany accepted Staff's revenue
apportionnment and cost of service studies. The Chief Hearing
Exam ner generally agreed with the Staff's cost of service
studi es and apportionnent recomrendations, but was troubl ed by
t he novenent away fromparity these recommendati ons creat ed.

When the Conpany revised its interimrates in Cctober, 1997,

to reduce its refund liability, it reduced rates for Schedule 1
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2, and 9A and did not nodify interimrates for the renaining
schedul es. Consequently, interimrates currently in effect
reflect the Iower of the Conpany's or the Staff's proposed

i ncreases for each class. These interimrates produce novenents
toward parity for all classes, with the exception of Schedules 11
and 12. Wiile the Staff's proposed increases for these two
schedul es woul d produce positive novenents toward parity, we are
concerned that the resulting return for Schedul e 12 produced by
the Staff's proposed increase noves too far.

Based on the foregoing, we have devel oped a revised revenue
apportionment based on the class increases produced by the
interimrates currently in effect, nodified to reflect the
Staff's proposed increase for Schedule 11 and fifty percent of

the Staff's proposed increase for Schedule 12. This revenue
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apportionnment will produce an overall increase in revenues of

$8, 723,066 and nust be adjusted downward to reflect our finding
of an overall revenue increase of $7,241,782. Consequently, we
have reduced the above revenue distribution on a pro-rata basis,

as foll ows:

% of
Rat e Pr esent Revi sed Overal | Pro-rata Adj ust ed
Schedul e Revenue Appor ti onnment I ncr ease Reduct i on I ncr ease
1 $114, 795, 225 $6, 828, 983 78.286%  $1, 159, 645 $5, 669, 338
2 $39, 491, 570 $1, 668, 611 19.129% $283, 351 $1, 385, 260
3 $9, 850 $1, 282 0. 015% $218 $1, 064
4 $9, 574 $1, 535 0. 018% $261 $1, 274
5 $13, 182 $2, 777 0. 032% $472 $2, 305
6 $1, 872,014 $94, 237 1.080% $16, 003 $78, 234
7 $1, 664, 126 $109, 009 1.250% $18, 511 $90, 498
8 $809, 041 $- 0. 000% $- $-
9A $358, 696 $12, 346 0.142% $2, 097 $10, 249
9B $790, 360 $- 0. 000% $- $-
9C $734, 907 $- 0. 000% $- $-
9D $348, 165 $- 0. 000% $- $-
11 $21, 365 $3, 976 0. 046% $675 $3, 301
12 $1, 722 $310 0. 004% $53 $257
I ncr ease $8, 723, 066 $7, 241, 782

We believe that the foregoing distribution of the increase
in revenues is consistent with the principles articulated in
previ ous Comm ssi on deci sions regardi ng revenue apportionnent in
that it will produce a novenent toward parity for all classes.
The cost of service studies nmade a part of the record in this
case provide a cost relationship for the revenue apportionnent
accepted herein. These studies represent only estimtes of cost
of service and not absolute indications of cost.

Finally, the Conm ssion's Rules Governing Utility Rate

| ncrease Applications and Annual Informational Filings adopted in
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Case No. PUE850022,% do not limit the issues Staff and
Protestants may raise in an expedited proceeding.®> Protestants
and Staff nay devel op issues of concern to themin the context of
an expedited rate proceeding, including alternative nethods to
apportion revenue.

Accordingly, I'T IS ORDERED THAT:

(1) The findings and recommendati ons of the Hearing
Exam ner's February 26, 1998, report, as nodified and
suppl enmented herein, are accepted.

(2) The Conpany shall be granted an increase in gross
annual revenues of $7,241,782, effective for service rendered on
and after Cctober 25, 1996.

(3) VNG shall forthwith file revised schedules of rates and
charges and revised terns and conditions of service, consistent
with the findings herein, effective for service rendered on and
after Cctober 25, 1996.

(4) On or before Decenber 28, 1998, VNG is directed to
recal cul ate, using the rates being established by this O der,
each bill it rendered that used, in whole or in part, the interim
rates being replaced by the rates established by this Oder. In
each instance where application of the rates being established by

this Order yields a reduced bill to the custonmer, the Conpany is

* Commonweal th of Virginia, At the relation of the State Corporation

Conmi ssion, Ex Parte: 1In the matter of adopting certain anmendnents to the
Rul es Governing Uility Rate Increase Applications, Case No. PUE850022, 1985
S.C.C. Ann. Rept. 478 (hereafter "Rate Case Rules").

> See Application of Virginia Electric and Power Co., For an increase in base
rates, Case No. PUE880014, 1988 S.C.C. Ann. Rept. 312 at 313-314.
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directed to refund, with interest as directed bel ow, the
di fference.

(5) Interest upon the ordered refunds shall be conputed
fromthe date paynent of each nonthly bill was due during the
interimperiod until the date refunds are nade, at an average
prime rate for each cal endar quarter. The applicabl e average
prime rate for each cal endar quarter shall be the arithmetic
mean, to the nearest one-hundredth of one percent, of the prine

rate val ues published in the Federal Reserve Bulletin, or in the

Federal Reserve's Selected Interest Rates ("Sel ected Interest
Rates") (Statistical Release G 13), for the three nonths of the
precedi ng cal endar quarter.

(6) The interest required to be paid herein shall be
conpounded quarterly.

(7) The refunds ordered in Paragraph (4) above may be
acconplished by credit to the appropriate custoner's account for
current custoners (each refund category shown separately on each
custoner's bill). Refunds to former customers shall be nade by a
check to the |last known address of such custoners when the refund
anount is $1 or nore. VNG nay offset the credit or refund to the
extent no dispute exists regarding the outstandi ng bal ances of
its current custoners or custonmers who are no longer on its
system To the extent that outstandi ng bal ances of such
custoners are disputed no offset shall be permitted for the

di sputed portion. The Conpany nmay retain refunds owed to forner
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customers when such refund amount is less than $1. However, VNG
shal|l prepare and maintain a |list detailing each of the forner
accounts for which refunds are less than $1, and in the event
such fornmer custoners contact the Conpany and request refunds,
such refunds shall be nade pronptly. Al unclainmed refunds shal
be handl ed in accordance with 8 55-210.6:2 of the Code of

Vi rginia.

(8 On or before January 26, 1999, the Conpany shall file
with the Staff a docunent showi ng that all refunds have been
lawful |y made pursuant to this Order and item zing the cost of
the refund and accounts charged. Such item zation of costs shal
include, inter alia, conputer costs, and the personnel hours,
associ ated sal aries and costs for verifying and correcting the
refunds directed in this Order.

(9) The Conpany shall continue to separate the revenues and
expenses associ ated with Schedul e 9D Yorktown from Schedule 9C in
future cost of service studies.

(10) VNG shall study the propriety of devel oping a separate
rate schedule for the Yorktown Generating Station in its next
rate case.

(11) VNG shall separate the revenues and expenses associ ated
wth its joint use pipeline PT-1 custoners as a separate rate

class inits class cost of service study in its next case.
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(12) VNG shall revise Rate Schedul es 13 and 14, and the
Actual Cost Adjustnent tariff |anguage as recomended in Staff
Ex. GG--28 at pages 18-21.

(13) VNG shall retain the target margin in the Margin
Sharing Adjustnent at the current |evel of $2,426, 787.

(14) There being nothing further to be done in this matter,
this case shall be dism ssed fromthe Conm ssion's docket of
active proceedings, and the papers filed herein nmade a part of

the Commssion's file for ended causes.
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